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January

Concerning the Revenue Act of 1924
X P A Y E R S throughout the country
TArecently
were startled when the pub-

licity features of the Revenue Act of 1924
were brought to their attention by the
public press. For many months prior to
the passage of the Act it was known that
Congress would eventually demand a
certain degree of publicity in the tax
affairs of the country, and the extent
thereof was clearly and definitely indicated on June 2, 1924, when the President
affixed his signature to the completed law.
Yet the startled surprise and indignation
were apparently as great as might have
been expected had no previous knowledge
existed that such announcement must of
necessity be made to comply with the
requirements of the new Act. Is it not
possible that other changes in the new
law equally important to the taxpayer
have failed to receive the attention they
deserve?
The intent of the Revenue Act of 1924
is to give relief to the individual taxpayer.
Such benefit as results to the corporate
taxpayer is incidental to the tax reduction
to the individual. In the following brief
summary of the changes effectuated it will
be noted that in nearly every instance it
is the individual who receives the relief.
The immediate benefit of the new law
was the reduction of the 1923 taxes of
individuals to the extent of 25 per cent.
Such reduction cannot be applied to the

taxes for 1924, for which year a reduction
in normal and surtax rates gives a substantially equivalent relief.
Beginning
with the 1924 return, the normal tax on the
first 34,000 of net income in excess of the
exemptions is reduced from 4 to 2 per cent.
The tax on the next 34,000 is 4 per cent.
instead of 8 per cent., and on income in
excess of $8,000 the rate is reduced from
8 per cent. as fixed by the 1921 Act, to
6 per cent. The very material mitigation
in the tax burden of the great mass of
small taxpayers is vividly revealed when
it is considered that 6,400,000, or over 96
per cent., of the 6,650,000 personal returns
filed for the calendar year 1921, were
filed by individuals having incomes of not
over $8,000.
Relief is also extended in a more limited
degree to individuals with higher incomes.
Surtaxes formerly began with 1 per cent.
at $6,000 and reached 50 per cent. at
$200,000. The rates now begin with 1
per cent. at $10,000 and increase to 40 per
cent at $500,000, the greatest benefit enuring to incomes of $100,000 and over.
For the calendar year 1921 less than
one-half of one per cent. of the personal
returns filed reported income of the latter
amount.
Additional relief is given the taxpayer
through removing the limitation on the
exemption of $2,500 for married persons
and heads of families, the full deduction
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now being available without regard to the
amount of net income. However, the
personal exemption of $1,000 or $2,500,
which was formerly fixed by the status of
the taxpayer on the last day of the taxable
period, must now, provided the status is
changed during such period, be prorated
over the periods during which status remained unchanged, ignoring in the computation fractional parts of a month, but
considering more than half a month as one
month.
The most radical departure from previous laws and one which introduces a new
principle in taxation is the effort to distinguish between "earned" and "unearned"
income. The effect on taxes is extremely
limited, but the opening wedge has been
inserted to make more probable the enlargement of the present conception of the
term "earned income." In the present law
it means "wages, salaries, professional fees,
and other amounts received as compensation for personal services actually rendered," and the amount to be so considered
is limited to $10,000. The meaning just
quoted is extended, however, to include the
entire income of the taxpayer where the net
income is not more than $5,000, and if
his net income is more than $5,000, his
earned net income shall not be considered
to be less than $5,000. The benefit to the
taxpayer in the recognition of earned income is a reduction of 25 per cent. in the
tax which would otherwise be payable
thereon.
Parallel with the publicity clause of the
new Act is the requirement that all persons
owning tax-free securities who file returns
must submit statements showing the number and amount of such obligations and
securities and the income received therefrom, in the form and with such additional information as the Commissioner
may require. This though the income
from such securities is not required to be
included in gross income.
In harmonious accord with the thought
evidenced by Congress in its recognition
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of a distinction between "earned" and
"unearned" income, are the provisions of
the new statute with respect to capital
gains and losses. Capital net gains were
identified in the prior Act but not capital
losses, the latter being looked upon as one
of the ordinary deductions. To qualify
under the requirements the taxpayer must
have held his security, investment, or
other asset (not including inventories or
property held primarily for sale in the
course of business) for more than two years.
Under the 1921 Act the benefit to the taxpayer was limited to the cases where the
total tax on the aggregate net income was
not less than 1 2 ½ per cent. Under the
new Act the tax is to be computed at
1 2 ½ per cent. of the capital net gain,
plus the regular tax on the ordinary income,
without regard to the fact that the total
tax so obtained may be less than 12½ per
cent. of the aggregate net income, thereby
adding to the relief intended to be conferred upon the smaller taxpayers.
In its present recognition of capital
losses, Congress has nullified to a large
extent the benefit of the limitation of tax
on capital gains. Previously, all business
losses were considered as of the same
character. In distinguishing capital losses,
two classes of incomes and deductions are
created, requiring separate computations
and certain tests to arrive at the correct
tax liability. The computations are first
made using the ordinary net income, excluding all capital gains and capital losses.
The tax so obtained is reduced by 12½ per
cent. of the capital loss. A recomputation is then made upon the entire net
income after deducting the capital net loss.
The greater tax is the tax payable.
It is to be remembered that the benefit
of the limitation of tax on a capital net
gain is accorded to personal property of a
private individual, as well as to property
held by an individual in business as a sole
proprietor, or member of a partnership.
This is brought most favorably to notice
in the case of the sale at a profit of a
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residence by a taxpayer who has a large
income from ordinary sources.
Gains and losses other than "capital"
transactions are generally determined in
the same manner as under the 1921 Act.
Recent court decisions affecting the
methods used by the Treasury Department in computing gains and losses on the
sale or other disposition of property acquired prior to March 1, 1913, indicate
the necessity for exercising great caution
in the preparation of returns when such
property has been disposed of. Possibly
the most important change in the new law
lies in Section 202, which provides that,
in the determination of the gain or loss on
a sale, the amount realized is "the sum of
any money received plus the fair market
value of the property (other than money)
received." The term used in the previous
Act was "readily realizable market value,"
and in instances where the market value
was not "readily realizable" that fact
could ordinarily be shown without difficulty and the profit thereby deferred until
the property was disposed of. The "fair
market value," in the absence of contemporary sales, is always a matter difficult of determination, and as evidenced by
numerous cases in court, the effort to
determine it is often productive of disagreements with the Treasury Department.
Provisions of the 1921 Act governing the
recognition and computation of gain or
loss in the case of reorganizations were reenacted in the 1924 Act without substantial change.
To corporations the most interesting
and important provisions of the new law
seemingly relate to the possible liability to
additional taxes through the retention in
the business of the corporate profits, and
the effect upon the tax liability of a group
of corporations operated and considered
as a single unit, of the requirement that
95 per cent. of the stock of subsidiary
companies must be owned by the parent
company or the same interests to constitute an affiliation.

January

Section 220 is apparently misunderstood
by many taxpayers, and has been the cause
of the declaration of sundry stock dividends. The misunderstanding seems to
lie in the belief that a surplus out of proportion to the capital originally invested
by the stockholders is in itself, and without more, ground for the assessment of the
penalty tax.
The tax contemplated by Section 220 is
an annual tax of 50 per cent. on income,
which is to be added to the ordinary tax of
1 2 ½ per cent. in cases where it is deemed
that profits have been allowed to accumulate for the purpose of preventing the imposition of surtaxes on the shareholders.
It is not a tax on surplus. To determine
that the profits have been accumulated
unnecessarily and for the purpose contemplated by the section, the profits so
accumulated must be shown to be in
excess of the reasonable needs of the business. The declaration and issuance of a
stock dividend do not add to or detract
from the merits of the case. Competent
evidence that the surplus is needed consists of a showing that the profits have
been invested in inventories, plant, or
accounts receivable, or that plans and projects for the future require the retention
of the profits.
The basis of consolidated returns has
been radically changed under the new law.
The 1921 Act provided that two or more
domestic corporations could enter into a
consolidated return if one of the corporations owned or controlled substantially
all the stock of the other or others, or if
substantially all the stock of the corporations was owned or controlled by the same
interests. The broad scope for affiliations
so provided permitted the consolidation of
many companies which will be denied the
privilege in their 1924 returns. The new
law restricts the basis to actual ownership
of stock, gives no recognition to control,
and requires the ownership of at least 95
per cent. of the voting stock of the subsidiary. Present requirements have the
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merit of clarifying the confusing situations
which existed under the 1921 Act where
many taxpayers owning less than 90 per
cent. of the stock of subsidiaries were
granted permission to consolidate, while
others owning stock in excess of 90 per
cent. but less than 95 per cent. were denied
the privilege. Definite knowledge as to
what is required enables the taxpayer to
make proper provision for protection.
The 1924 Act re-enacted the provision
in the previous law providing that when
directed by the Commissioner, every
domestic or resident foreign corporation
shall render a return on Form 1097, of its'
payments of dividends and distributions
to shareholders. In accordance therewith,
the Commissioner, on October 31, 1924,
issued Treasury Decision 3645, requiring
that every domestic corporation, not specifically exempt from taxation, making payment of dividends and other taxable distributions to any stockholder who is an
individual, fiduciary or partnership,
amounting to $500 or more during the
calendar year, shall render an information
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return on Form 1097 for the calendar year
1924 and each calendar year thereafter,
stating the names and addresses of the
shareholders to whom such payments were
made and the amount paid to each.
These returns are to be filed with the
Commissioner of Internal Revenue not
later than March 15 of the succeeding year,
and can well be prepared in connection with
the annual income tax return.
The last instalment of taxes for the
calendar year 1923 has been paid.
Thought must be given, however unwillingly it be done, to the returns which
must soon be filed. Taxpayers are acquainted with the Act of 1921 under which
their returns for the past three years have
been prepared. Some changes instituted
by the 1924 Act have been briefly and in
most cases incompletely commented upon
in the foregoing summary. Others of
importance have not been considered.
All must receive careful attention to
insure that full advantage be received
by both the taxpayer and the Government.

